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CERBER, Judge: This case was heard pursuant to the
provi sions of section 7463 of the Internal Revenue Code in effect
when the petition was filed.! Pursuant to section 7463(b), the

decision to be entered is not reviewable by any other court, and

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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this opinion shall not be treated as precedent for any other
case.

Respondent determ ned for 2005 an incone tax deficiency of
$18, 392 and an accuracy-rel ated penalty under section 6662(a) of
$3,678. At trial respondent noved to anend the pleadings in
order to seek a deficiency of $33,616 and a section 6662(a)
penalty of $6,723.20. The issues for decision are: (1) Whether
to grant respondent’s notion to anmend the pl eadings; (2) whether
paynments that Paul Prinster (M. Prinster) and his attorney
received fromhis former enpl oyer are excludable from
petitioners’ gross incone under section 104(a)(2); (3) whether
petitioners are entitled to deductions for travel, neals,
entertainment, and “listed property” expenses clainmed on their
2005 return; and (4) whether petitioners are liable for the
section 6662(a) accuracy-related penalty.

Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulations of facts and the attached exhibits are
i ncorporated herein by this reference. Petitioners resided in
California when they filed their petition. Portions of the
record have been sealed at the request of petitioners.

The controversy underlying this case involves the

termnation of M. Prinster’s enploynment. M. Prinster believed

the firing to be wongful, and thereafter he suffered nental
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distress. He also experienced hyperlipidem a, hypertension, and
ot her ailnents, which he believed to be caused by that nental
distress. Petitioners hired an attorney, M. Lyon, who
represented M. Prinster in the controversy. M. Lyon filed suit
agai nst the enployer. The enployer paid $76,500 to settle M.
Prinster’s claimin 2005. At M. Prinster’s request, $28,716.50
of that anmount was paid directly to M. Lyon. The enployer
accordingly issued M. Prinster and M. Lyon Fornms 1099- M SC,
M scel | aneous I ncone, in the respective anounts paid to each of
them M. Prinster asked M. Lyon whether the settlenent was
t axabl e and was advised that it was not because it was
attributable to personal injuries.

Petitioners tinely filed a joint Form 1040, U.S. Individual
| ncone Tax Return, for the 2005 tax year. They did not report
any of the forner enployer’s paynents as incone. They did report
$18, 506 of inconme on Schedule C, Profit or Loss From Busi ness,
fromM. Prinster’s educational service business. They also
cl ai med Schedul e C expenses of $494 for neals and entertai nment,
$4,245 for travel, $1,876 for vehicl es/ machi nery/equi prent, and
$13,975 for car and truck expenses.

On April 26, 2007, respondent issued a notice of deficiency
in which he determ ned that petitioners had an incone tax
deficiency of $18,392 for their 2005 tax year. |In calculating

the deficiency respondent assuned that the incone petitioners
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reported on their Schedule C ($18,506) was attributable to the
paynent fromthe forner enployer ($47,783.50) and thus ni stakenly

believed that petitioners had underreported that paynent by

$29, 277. Respondent disallowed petitioners’ Schedule C expenses

for lack of substantiation, and other itens were disallowed as a
result of conputational Iimtations. Respondent also determ ned
a section 6662(a) accuracy-related penalty of $3, 678.

Petitioners filed a petition with the Court on July 11,
2007. Respondent has conceded that petitioners have adequately
substanti ated $960 of Schedule C rent or |ease expenses.

However, during preparation for trial respondent discovered that
t he $28, 716. 50 paynent fromthe enployer to M. Lyon was rel ated
to the paynent the enployer nade to M. Prinster. Respondent

al so |l earned that the $18,506 of Schedule C incone petitioners
reported was not fromM. Prinster’s forner enployer. Respondent
subsequently noved to anend his answer to conformto the proof to
seek an increased deficiency and an increased penalty that
accounted for all of the paynents fromthe enpl oyer

Di scussi on

Respondent’s Mdtion To Anend the Pl eadi ngs

A party may anend a pleading only by | eave of the Court, and
| eave shall be given freely when justice so requires. Rule
41(a). Wen issues not raised by the pleadings are tried by

express or inplied consent of the parties, the Court may all ow
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such anmendnent of the pleadings as necessary to cause themto
conformto the evidence presented at trial. Rule 41(b)(2).
Prejudice to the other party is a key factor in deciding whether
to allow an anmendnent to the pleadings. See Kroh v.

Conmm ssioner, 98 T.C. 383, 389 (1992).

Petitioners stipulated, for purposes of trial, that M.
Prinster’s former enployer paid hima total of $76,500.2 At
trial respondent noved to anmend the pleadings to conformw th the
evi dence regardi ng the paynents. Respondent seeks an increased
i ncone tax deficiency and an increased section 6662(a) accuracy-
related penalty for petitioners’ 2005 tax year.

The notice of deficiency placed petitioners on notice that
respondent considered the paynments fromthe enployer to be
includable in their gross incone. The extent of the paynents,

i ncluding the paynent to M. Prinster’s attorney, was known to
petitioners when respondent issued the notice of deficiency. The
anendnent to the pleadings does not cause prejudice to
petitioners because they knew the correct amount of those
paynments and of the potential for tax liability.

Accordi ngly, respondent’s notion to anmend the pleadings wll

be grant ed.

2The stipul ation renders noot respondent’s burden of proving
the i ncreased deficiency under Rule 142(a).
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1. Section 104(a)(2) Exclusion

Section 104(a)(2) provides an exclusion from gross incone
for damages received on account of personal physical injury or
physi cal sickness. To qualify under section 104(a)(2), as
anended and in effect for anounts received after August 20, 1996,
t axpayers must show. (1) The underlying cause of action was
based upon tort or tort type rights; and (2) the damages were
recei ved on account of personal physical injuries or physical

si ckness. Commi ssioner v. Schleier, 515 U. S. 323, 336-337

(1995); sec. 1.104-1(c), Incone Tax Regs.

A. Tort-Based daim

The section 104(a)(2) requirenment that petitioners’ claim
arise froma tort or tort type rights obligates us to exam ne
State |l aw, because State |aw determ nes the nature of the claim

Venabl e v. Commi ssioner, T.C Mno. 2003-240, affd. 110 Fed.

Appx. 421 (5th Cir. 2004).

Under California |aw an enployer’s right to fire an at-wl|
enployee is limted by public policy considerations. Taneny V.
Atl. Richfield Co., 610 P.2d 1330, 1332-1333 (Cal. 1980). At-

w Il enployees may recover tort damages from enployers if they
can show they were discharged in contravention of fundanental
public policy. [d. at 1336. To prevail, enployees nust show

that inportant public constitutional or statutory interests were
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contravened. Silo v. CHW Med. Found., 45 P.3d 1162, 1166 (Cal.

2002) .

M. Prinster did have a tort-based wongful termnation
cl ai magainst his enployer. He alleged his term nation violated
the public policy concerning: (1) Mking fal se statenents (Fal se
Statenents Accountability Act of 1996, 18 U. S.C. sec. 1001

(2006); Holnmes v. Gen. Dynamics Corp., 22 Cal. Rptr. 2d 172 (C

App. 1993)); (2) whistleblowng (Cal. Lab. Code secs. 98.6,
1102. 5, and 1105 (West 2003 & Supp. 2009); Cal. CGovt. Code secs.
8547.3, 8547.8, 19683 (West 2005 & Supp. 2009)); (3) refusal to
commt illegal acts (Cal. Lab. Code sec. 2856 (West 2003)).

B. Physi cal Injury or Physical Sickness

For paynents nmade after August 20, 1996, Congress anended
section 104(a)(2) tolimt the exclusion to anobunts received only
for physical injuries or physical illness. Small Business Job
Protection Act of 1996, Pub. L. 104-188, sec. 1605, 110 Stat.
1838. To determ ne whether the paynent received was for a
physi cal injury or sickness, we nust again exam ne the taxpayer’s

underlying claim Connolly v. Conm ssioner, T.C Meno. 2007-98.

The determning factor is the payor’s intent or dom nant reason

for maki ng the paynent. Vincent v. Conmm ssioner, T.C Meno.

2005-95. This is generally determ ned by reference to the stated
reasons for the paynent and the acconpanyi ng factual setting.

Stocks v. Comm ssioner, 98 T.C. 1, 11 (1992); Knoll v.
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Comm ssioner, T.C Meno. 2003-277. GCenerally, courts have

respected the allocation nade when it is an arm s-1length

agreenent nmade in good faith. Stadnyk v. Conm ssioner, T.C

Meno. 2008-289; see Fono v. Conm ssioner, 79 T.C. 680 (1982),

affd. wi thout published opinion 749 F.2d 37 (9th Cir. 1984).
Petitioners contend that M. Prinster suffered physical
sickness in the formof headaches, vomting, diarrhea,
hypertensi on, hyperlipidem a, and di abetes.
M. Prinster’s ailnents are not of the type contenpl ated by
section 104(a)(2). Enotional distress is not treated as a
physi cal injury or physical sickness except to the extent of
anounts paid for nedical care attributable to the enotiona
distress. Sec. 104(a) (flush |language). “Physical
mani f estations of enotional distress such as fatigue, insomia,
and i ndigestion do not transformenotional distress into physical

injury or physical sickness.” Connolly v. Conmm Ssioner, supra.

In Lindsey v. Conm ssioner, T.C. Mno. 2004-113, affd. 422 F.3d

684 (8th Cir. 2005), the taxpayer also suffered from hypertension
and stress-related synptons, and we held that these synptons
related to enotional distress rather than physical sickness.
Absent proof of nedical care expenses, petitioners have not
denonstrated any physical injury or physical sickness that gives

rise to the section 104(a)(2) exclusion.
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Furthernore, petitioners have not sufficiently shown that
M. Prinster’s ailnents resulted fromhis termnation. The
record reflects that M. Prinster had al ready been suffering from
hyperlipidema, and the record further suggests that M.
Prinster’s postterm nation synptons could al so have been the
product of his diet and lifestyle. The record thus fails to
establish the cause of M. Prinster’s sickness.

Petitioners also failed to denonstrate that the paynents
fromhis enployer were for physical injuries. Though the seal ed
portion of the record indicates that the paynents were “for
al | eged enotional and rel ated physical injuries”, there is no
specificity about the anount, if any, that could be allocated to
either. 1In the absence of a basis for allocation, we presune the

entire amount is not excludable. See Taqgi v. United States, 35

F.3d 93, 96 (2d Gr. 1994); Connolly v. Comm Ssioner, supra;

Sodoma v. Conm ssioner, T.C. Mnob. 1996-275, affd. w thout

publ i shed opinion 139 F.3d 899 (5th Gr. 1998).

C. Payment to M. Lyon

Petitioners contend that M. Prinster received only
$47,783.50 from his enployer and that the $28, 716. 50 pai d
directly to M. Lyon should therefore not be included in
petitioners’ gross incone.

G oss incone includes “all income from whatever source

derived” unless specifically excluded. Sec. 61(a). Section
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61(a) is broadly interpreted, but exclusions fromincone are

narrow y defined. Comm ssioner v. Schleier, 515 U S. at 327-328.

A taxpayer cannot exclude econom c gain fromgross inconme by
assigning that gain in advance to another party because gains are

taxed to those who earn them Commi ssioner v. Banks, 543 U.S.

426 (2005); Lucas v. Earl, 281 U.S. 111, 114-115 (1930).

M. Prinster’s fornmer enployer agreed to pay him $76, 500.
Petitioners were entitled to the $76,500 and the $28, 716. 50
paynment therefore belonged to petitioners. Accordingly,
petitioners cannot avoid the incidence of tax on that paynent
sinply because that portion of the settlenent was redirected to
M. Lyon. The cause of action generating the $76,500 paynent
bel onged to M. Prinster. M. Lyon was owed the anount of
$28,716.50 by M. Prinster for legal services rendered to M.
Prinster. Moreover, M. Prinster and his enpl oyer agreed that
“BEach Party shall bear his or its owm costs and attorneys’ fees.”
The enpl oyer nade the $28, 716. 50 paynent directly to M. Lyon
sol ely because M. Prinster requested it to do so. The
transaction is thus treated as if M. Prinster had received the
paynment from his enployer and then paid that anount over to M.
Lyon. The fact that M. Prinster arranged to have his enpl oyer
make a portion of the paynent directly to M. Lyon does not

change the result.
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Accordingly, we hold that petitioners must include in their
gross incone the $76,500 paid by the fornmer enployer, even though
a portion was paid to M. Lyon.

D. Concl usi on

Al t hough petitioners have denonstrated that M. Prinster had
a tort-based claim they have not established that any of the
paynments from his enpl oyer were for physical injury or physical
Si ckness.

Petitioners therefore cannot exclude these paynments from
their gross incone.

I[11. Schedul e C Expenses

Deductions are a matter of |egislative grace, and taxpayers
bear the burden of establishing entitlenment to clained

deductions. Rule 142(a); INDOPCO, Inc. v. Conm ssioner, 503 U. S.

79, 84 (1992). Taxpayers are required to maintain adequate
records to establish the anount of their incone and deducti ons.
Sec. 6001; sec. 1.6001-1(a), (e), Incone Tax Regs.

When a taxpayer establishes that he has incurred deductible
expenses but is unable to substantiate the exact anounts, we
generally can estimate the deductible anmount if sufficient
evi dence exists to provide a rational basis for the estinmate.

Cohan v. Comm ssioner, 39 F.2d 540, 543-544 (2d Cr. 1930);

Vani cek v. Commi ssioner, 85 T.C 731, 742-743 (1985). However,

section 274(d) prohibits us fromestimting a taxpayer’s travel,
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entertainment, and “listed property” (e.g., autonobiles and ot her

property used for transportation) expenses. Sanford v.

Comm ssioner, 50 T.C. 823, 827 (1968), affd. per curiam412 F. 2d

201 (2d CGr. 1969); sec. 1.274-5T(a), Tenporary |Incone Tax Regs.,
50 Fed. Reg. 46014 (Nov. 6, 1985).

To deduct the itens in dispute, all of which are subject to
strict substantiation requirenments, petitioners nust substantiate
ei ther by adequate records or by sufficient evidence
corroborating their own statenents: (A) The anount of each
expense; (B) the tine and place the expense was incurred; (C) the
busi ness purpose of the expense; and (D) the busi ness
relationship to them of each expense incurred. Sec. 274(d);

Beale v. Commi ssioner, T.C Meno. 2000-158. Expenses subject to

section 274 requirenents nay be substanti ated by adequate records
where the taxpayer maintains an account book, a diary, a log, a
statenent of expenses, trip sheets, or simlar records prepared
cont enporaneously with the expendi ture suppl enented by ot her
docunentary evidence. Sec. 1.274-5(c)(2)(iii), Incone Tax Regs.;
sec. 1.274-5T(c)(2), Tenporary Incone Tax Regs., 50 Fed. Reg.
46017 (Nov. 6, 1985). Substantiation by other sufficient

evi dence requires the production of corroborative evidence in
support of a taxpayer’s statenent specifically detailing the
required elenments. Sec. 1.274-5T(c)(3), Tenporary |Incone Tax

Regs., 50 Fed. Reg. 46020 (Nov. 6, 1985).
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M. Prinster has failed to substantiate his Schedule C
expenses. The only evidence supporting the deductions he clai ned
is his testinony that the expenses were incurred. He did not
produce adequate records or other sufficient evidence to
corroborate that testinony, and he therefore has not established
t he amounts of these expenses. Wth the exception of the $960 of
rent or |ease expenses that respondent has conceded, M. Prinster
is not entitled to deductions for his Schedul e C expenses.

V. Section 6662(a) Penalty

Section 6662(a) and (b)(1) and (2) iInposes an accuracy-
related penalty of 20 percent on the portion of an under paynment
attributable to negligence, disregard of rules or regulations, or
a substantial understatenent of incone tax. Negligence includes
any failure to keep adequate books and records or to substantiate
itenms properly. Sec. 1.6662-3(b)(1), Inconme Tax Regs. An
understatenent is substantial if it exceeds the greater of: (1)
10 percent of the tax required to be shown on the return for the
t axabl e year, or (2) $5,000. Sec. 6662(d)(1)(A); Neely v.

Commi ssioner, 85 T.C. 934, 947 (1985).

Petitioners had a substantial understatenent of incone tax
because their tax liability was understated by $33, 616.
Petitioners were also negligent in that they failed to properly

substantiate their clai ned Schedul e C deducti ons.
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Petitioners contend they should not be liable for the
section 6662(a) penalty on the portion of the deficiency
attributable to the paynents fromM. Prinster’s former enpl oyer
because M. Lyon advised M. Prinster that the paynents were not
t axabl e.

Section 6664(c) (1) provides a defense to the section 6662
penalty for any portion of an underpaynent where reasonabl e cause
exi sted and the taxpayers acted in good faith. |In determ ning
whet her a taxpayer reasonably relied in good faith on
prof essi onal advice, all facts and circunstances nust be
consi dered, including the taxpayer’s education, sophistication,
and busi ness experience. Sec. 1.6664-4(c)(1), Inconme Tax Regs.
Cenerally, the nost inportant factor is the extent of the
taxpayer’s effort to assess the taxpayer’s proper tax liability.
Sec. 1.6664-4(b)(1), Incone Tax Regs.

M. Prinster asked his attorney, M. Lyon, whether the
settlenment was taxable. M. Lyon incorrectly advised that it was
not taxable because M. Prinster’s ailnents were considered
physical injuries. Petitioners are not tax sophisticated, and
they relied on M. Lyon’s advice. It is generally reasonable for
the taxpayer to rely on an attorney’s tax advice as to a matter

of tax law, and the taxpayer is ordinarily not required to

chal l enge that advice. United States v. Boyle, 469 U S. 241, 251

(1985). Here the reliance was in good faith and it was
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reasonable for petitioners to rely on their adviser’s advice on
the transaction. Sec. 1.6664-4(c)(1), Incone Tax Regs.

Accordingly, petitioners are not |iable for the section
6662(a) penalty on the portion of the underpaynent attri butable
to their failure to report the $76,500 settlenent. Wth respect
to petitioners’ clained Schedul e C expenses, however, petitioners
were negligent in failing to maintain proper substantiating
records and are liable for the section 6662(a) accuracy-rel ated
penalty. W leave to the parties the conputation of the correct
anmount of the section 6662(a) penalty.

To reflect the foregoing,

An appropriate order will be

i ssued, and decision will be

entered under Rul e 155.




